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FEDERAL RESERVE POLICY AND THE MORTGAGE MARKET 


INCE there are so many ways that the Federal Government directly af- 

fects the real estate market through the Federal Housing Administration, 

the Veterans Administration, Public Housing, and Urban Renewal, we of- 
ten neglect the indirect influence of the Nation’s central bank, the Federal Re- 
serve System. The main goal of the Federal Reserve is to promote full em- 
ployment, economic growth, and price stability through its tools of monetary 
policy. In the everyday course of carrying out this work it influences the 
availability of mortgage funds and the terms at which they are lent. 


The Federal Reserve carries out its task by directly affecting the total 
supply of money and credit by action on the size of bank reserves. By law, 
every bank that becomes a member of the Federal Reserve System must hold 
as cash or as a deposit ina Federal Reserve Bank a certain percentage of the 
deposits placed with it. Members include an influential number of banks hold- 
ing about 85 percent of all bank demand deposits or checking accounts, as most 
people callthem. When a bank has more reserves than are required, it can 
lend this money to business firms, or to individuals for such things as auto- 
mobiles or real estate. The importance of these free reserves is that they can 
potentially expand the money supply about six times their actual amount. Free 
reserves for the whole banking system of $100 million could lead to an increase 
of demand deposits to $600 million. 


The expansion of the money supply, which includes demand deposits, could 
come about in the following way. One bank has free reserves. It could profit 
by lending this money at interest instead of letting it sit idly in the vault or in 
the Federal Reserve Bank. Therefore, the bank might lend it to someone to 
build a store or a house. The greater portion of this is deposited in banks by 
contractors, workers, building material dealers, etc. While the original bank’s 
totaldeposits may or may not increase, some bank’s checking accounts will in- 
crease by approximately the amount of the loan. Of course, if the persons re- 
ceiving the money do not put all of it into the bank, the expansion of deposits is 
reduced. If the $100 million in free reserves is lent by banks, if it is spent 
and returned to one or another of the banks, total deposits will increase in the 
first instance by $100 million. 


Part of this increase in deposits must be held aside as required reserves, 
but about five-sixths of it can be lent again. If loans are made with this $83.3 
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million of free reserves, if they are spent, and if the people earning the money 
put it back in the bank, the total amount of deposits will increase by $83.3 
million to $183.3 million. Repeating the procedure again will result in an in- 
crease of deposits of $69.4 million to $252.7 million. Each time this process 
is repeated, five-sixths of the previous amount can be lent. This expansion of 
demand deposits will continue and will approach $600 million, as long as the 
banks lend all free reserves and individuals and firms deposit all their income 
in checking accounts. The table below illustrates the described expansion of 
deposits. 


EXPANSION OF DEPOSITS 








Increase in Held for 

_ Deposits Reserves Loans 
1st round of banks $100.0 $ 16.7 $ 83.3 
2d round of banks 83.3 13.9 69.4 
3d round of banks 69.4 11.6 57.8 
4th round of banks 57.8 9.6 48.2 
All banks ...... $600. 0 $100.0 $500. 0 


Therefore, if the Federal Reserve can control these reserves, it can have 
a multiple effect on the supply of money and credit. If there is unemployment 
and national income is sagging, the Federal Reserve will want to expand money 
and credit to encourage people to spend. To do this it leans heavily on open 
market operations, which is the name for the buying and selling of Government 
bonds by the Federal Reserve System. It will increase the supply of money 
and credit by buying Government bonds. The checks paying for the bonds will 
be deposited in banks by the individual sellers. The banks will, in turn, de- 
posit the checks in a Federal Reserve Bank, where their reserves will be in- 
creased by the amount of the checks. In this way total bank deposits and re- 
serves will be increased by the amount of the bonds purchased. There will be 
free reserves to lend since only one-sixth of the deposits are required for re- 
serves. 


The banks can be led to water, but, like a horse, they cannot be made to 
drink. They cannot be forced to lend their money. If there are opportunities, 
however, banks will want their money earning interest. They will lend the 
free reserves, and this will initiate a multiple expansion of deposits. 


If there is full employment and national income is rising, but prices are 
rising without a commensurate rise in output, the Federal Reserve System will 
want to reduce or hold down the growth of money and credit so that people will 
not have so much money to buy goods. This should hold down prices. The 
Federal Reserve will go into the open market and sell Government bonds. It 
will be paid by checks that will be deducted from bank deposits and from the 
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appropriate bank’s reserves at a Reserve Bank. If the bonds were worth $100 
million, deposits and reserves would be reduced by this amount. The banks, 
supposedly, had only about one-sixth, or $16.7 million, in reserve for the $100 
million in deposits. They would have to stop the expansion of their loans, and 
perhaps even cut back and call in loans to increase their reserves to the re- 
quired ratio. This reduces the supply of money and credit, which was the ob- 
jective of the Federal Reserve System. 


We can watch the direction of Federal Reserve policy through the weekly 
statements published every Friday in major newspapers throughout the coun- 
try. The statement for the week ending August 23, 1961, shows that excess 
reserves for member banks of the Federal Reserve System were $622 million. 
On the other hand, the statement also shows that the average borrowings by 
banks from the Reserve Banks to meet required reserves were $37 million. 
By subtracting the borrowings from the excess reserves we can find the aver- 
age net free reserves of the banking system that week, $585 million. 


There are many kinds of transactions not induced by the monetary authori- 
ties which can affect these reserves. On some occasions, therefore, the Sys- 
tem will enter the open market to buy or sell bonds just to maintain the status 
quo. The drift of policy, however, can be read by following the trend of the 
free reserves from week to week. These reserves fluctuate quite a bit from 
one week to the next, but as you can see from the chart below, there is a ten- 
dency that can be traced. If net free reserves are increasing or holding 
steady, the Federal Reserve is pursuing a monetary policy to encourage ex- 
pansion of money and credit. If net free reserves are decreasing or net bor- 
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rowed reserves are holding steady, the Federal Reserve is pursuing a mone- 
tary policy to reduce, or to reduce the expansion of, money and credit. 


The weekly statements for the past month or so show that the level of net 
free reserves has been fairly steady. This will tend to increase the avail- 
ability of mortgage credit and to push down mortgage interest rates, a situa- 
tion that has existed all summer. 


As commercial banks find that they have more money to invest, they lend 
all they can at current rates of interest and terms, but if necessary they ease 
their terms. When it is found that banks have easier terms, borrowers tend to 
shift from other lenders unless they, too, ease their terms. Thus, life insur- 
ance companies, savings and loan associations, and mutual savings banks find 
that they must ease their terms. This easing of credit makes it easier to buy 
a house or to expand a plant. New construction is encouraged, employment in- 
creases, and national income increases. 


At some time the demand for mortgage loans and other loans exceeds the 
expanded supply. Businessmen and consumers are optimistic about the future 
and want to buy automobiles, houses, and to build new plants, and start new 
businesses. The competition for loans begins to push up interest rates. At the 
same time demand for goods and services is increasing and may outstrip the 
supply, thus pushing up prices, too. The Federal Reserve tries to spot this 
situation as it occurs so that it can keep the expansion of money and credit from 
running ahead of the real output of the economy. When it thinks that sucha 
situation exists it starts selling Government bonds to reduce reserves. Banks 
will have fewer reserves and will curtail loans and tighten up on loan terms to 
allocate their reduced supply of money to the more profitable borrowers. When 
banks reduce their loans, borrowers look to other lenders for money. This 
increased demand for money from insurance companies, savings and loan as- 
sociations, mutual savings banks, etc., pushes up the interest rates that they 
charge. The interest rate on mortgages, therefore, begins to rise. Along 
with this rise, loan terms become more stringent. 


We can spot this turnaround in Federal Reserve policy by observing the 
drift of free reserves each week. As they tend toward zero and beyond so that 
bank borrowings from the Federal Reserve Banks are higher than their excess 
reserves, we know that the brakes have been applied. 


Since we are now in an expansion phase of the business cycle, we can ex- 
pect the Federal Reserve to be less interested in expansion as employment and 
income increase. It will be natural for interest rates on all types of loans to 
increase with the competition for money, but the brakes will not be put on the 
economy by the Federal Reserve System until it feels that thereis danger of in- 
flation. Then as we watch the weekly reports come through each Friday, net 
free reserves will fall and become net borrowed reserves, a signal that the 
brakes have been applied. 
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